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General Business Conditions 


HE breakdown of the Summit confer- 
ence in Paris appears unlikely to bring 
a material change in the business cli- 
mate. In some quarters the first reac- 
tion was to assume that no further dis- 
armament efforts would be feasible and to ex- 
pect, instead, possible increases in defense out- 
lays. Such expectations, however, were quieted 
by gradual easing of tensions and statements of 
responsible officials indicating no immediate 
plans for a major shift or expansion of defense 
spending. In the commodity and security mar- 
kets the news from Paris created little stir. 
Businessmen, finding supplies ample all along 
the line, have shown no signs of departing from 
a policy of maintaining inventories of purchased 
materials at practical working minimums. Pre- 
liminary indications are that the counterbalanc- 
ing changes in operating levels which held the 
index of industrial production steady in April 
continued into May. 
Independently of the stiffening of Soviet atti- 
tudes, however, it was clear that business and 
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New York, June 1960 


consumer demands were regaining vigor. Lag- 
ging industrial activity has not prevented the 
nation from enjoying record over-all levels of em- 
——— and income. Industry is fin ahead 
wi — for enlarged plant and equipment 
expenditures. Construction activity is expanding 
seasonally. Retail trade, which picked up strong- 
ly with the arrival of spring, has been sustained 
at the higher level. 


Another Inventory Cycle 


The economy, as widely expected, reached the 
half-trillion mark early in 1960. The Department 
of Commerce has come up with an estimate that 
the gross national product reached a seasonally 
adjusted annual rate of $500.2 billion during the 
first quarter. The upsurge, which boosted the 
total $16.7 billion above the fourth quarter of 
1959, was about evenly divided between the rise 
in business inventory accumulation and the in- 
crease in final demand for goods and services 
from consumers, business, aan overnment. Final 
demand has consistently she ahead during the 
past two years of recovery and growth, main- 
taining its forward momentum even during the 
steel strike. 


What the economy has been going through is 
a series of oscillations in inventory demand 
around the my and rising trend of final demand. 


In the first half of 1959, the well-advertised 
prospect of a steel strike touched off general 
inventory accumulation which scheme’ in an 
unsustainably high annual rate of $10.7 billion in 
the second quarter. The prolonged strike re- 
sulted in the liquidation of protective stocks. 
After the resumption of steel output, the inven- 
tory build-up again reached an equally high — 
and equally unsustainable — rate of $10.6 billion 
in the first quarter of 1960. Now the oscillation 
is again carrying inventories back to a neutral 
and in some lines possibly a negative position. 
The margin of industrial and transportation ca- 
pacity in the economy is such that practically no 
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fears of shortages or delayed delivery exist, and 
there is also little anticipation of price increases 
in those lines where supplies are ample. 


Over all, inventory levels do not appear exces- 
sive in relation to current consumption. But the 
experience in many individual industries and 
product lines has been that sales and production 
budgets at the start of the year were overly 
optimistic. Finished goods stocks began to pile 
up. The competitive pressures on prices and 
profit margins arising from such situations re- 
sulted in production cutbacks for a wide vari- 
ety of products. At the same time, other indus- 
tries have continued to expand. As a result of 
these offsetting movements, there has been 
pretty much of a stand-off in over-all industrial 
activity. The Federal Reserve index of industrial 
production (seasonally adjusted, 1957 = 100) re- 
mained at 109 in April, the same as in March 
and only two points below the January record. 


The steel and related industries, of course, 
have borne the brunt of these inventory swings. 
Steel mill operations have been cut back from 
95 per cent of capacity during January to a 
scheduled rate of 66 per cent in the week ended 
May 29. At the latter rate — equivalent to less 
than 100 million tons a year — ay of steel is 
probably below the rate at which it is being 
chewed up at current levels of industrial ac- 
tivity. This does not mean that the steel rate 
has touched bottom or that all steel customers 
have succeeded in achieving the inventory re- 
ductions they desire. It does point to an improve- 
ment in steel demand later this year, for steel 
stocks are not so large that output can continue 
below consumption for a prolonged period. 
Other industries currently adjusting output and 
stocks face the same prospect, for demand in 
general is still strong even if it does not measure 
up to the rosy forecasts of late 1959. 


In the automobile industry, production was 
brought down into line with sales by late March. 
Since then new passenger car sales have been 
sustained at a monthly rate of 575,000 or better, 
the best level except for June 1959 since the 
bonanza year, 1955. Production has been stepped 
up along with sales, and dealers’ stocks have held 
at the unprecedented level of somewhat more 
than a million new cars. Since these stocks must 
be moved to make way for the 61 models in early 
fall, the prospects are for heavy curtailment or 
early shutdowns of ’60 model output during the 
summer. 

Strength of Final Demand 

These short or intermediate term considera- 
tions need not materially weaken our faith for 
the fall months. On the contrary, the promptness 


of the steel correction suggests that expectations 
of an improving steel rate in the fall are well 
founded. The automobile industry will have 
an active fourth quarter with extensive new 
model production and restocking of dealers after 
the summer letdown. 

The buttress of economic activity is the high 
rate of final consumption which is supported 
both by record consumer buying power and the 
satisfactory capital goods situation. pean, the 
scheduled rate of increase in capital spending is 
moderate, it is significant that the disappointing 
short-term factors do not seem to be causing 
material reduction in capital investment plans. 
There is not much threat to consumer buyin 
power in the present indications of industria 
curtailment; for although manufacturing employ- 
ment is somewhat reduced, total employment is 
strongly sustained. With these two supports there 
is a good chance that, under the leadership of 
steel, business will look somewhat better in the 
fall. 


In summary, underlying conditions do not in- 
dicate that business is falling into a period of real 
deterioration or downward spiral. Disappoint- 
ment this year is due more to the phasing of the 
inventory oscillations which started in the first 
quarter of 1959. There is no stimulus in sight 
to overcome this phase at present, or even to 
assure a very marked upturn in the fall, by which 
time the present period of expansion will be 
2% years old and getting, perhaps, a little tired. 
On the other hand, the corrective measures now 
being taken should have a helpful effect within 
the next few months, and in a relative sense the 
outlook for the fall is stronger than it would have 
been if the $10 billion rate of inventory accumu- 
lation had lasted through the second quarter, 
which it plainly has not. ; 


Private Affluence and Publie Poverty 





In recent years it has become fashionable to 
say that the United States presents a shocking 
contrast between private wealth and public 
poverty. Private citizens are pictured as so af- 
fluent that they really don’t need all the money 
they have. On the other hand, it is argued that 
government is “poverty-stricken” and urgently 
needs more money. Professor John Kenneth 
Galbraith’s presentation of these views in The 
Affluent Society made the best-seller lists and 
became a provocative topic for conversation. 
Now the issue has been taken to Washington. 

A recent New York Times dispatch by Edwin 
L. Dale reported that: “More and more people 
in the capital are convinced that the most im- 
portant continuing issue of American policy and 
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politics over the next decade will be the issue 
of public spending —what share of America’s 
total resources should be devoted to public 
as distinct from private purposes.” Mr. Dale 
summed up the view on “private affluence and 
public poverty” as follows: 
Our society has reached a level of private wealth 
never before seen on this earth. 
Yet at the same time there is poverty in the 
ublic sector of the economy. Education is under- 
nanced. Streams are polluted. There remains a 
shortage of hospital beds. Slums proliferate, and 
there is a gap in middle-income housing. We could 
use more and better parks, streets, detention facili- 
ties, water supply. The very quality of American 
life is suffering from these lacks — much more than 
from any lack of purely private goods and services. 

The share of government in the total economy has 

been stable or even declining, while private afflu- 

ence grows. 

This is quite an indictment of the free society 
that has given the masses of the American peo- 
ple wealth and living standards admired the 
world over. 


Anti-Government Fixation? 


Senator Joseph Clark of Pennsylvania, ad- 
dressing a distinguished group of citizens at 
Arden House last month, expressed the fear that 
an “anti-Government fixation” in America might 
lead to.a “new anarchy.” This is a rather shock- 
ing thought. Most people have had the impres- 
sion that government was taking on a bigger 
and bigger role in their lives, digging more 
deeply into their pockets for taxes, spending so 
much as to inflate prices, and offering more and 
more “federal funds for free” about the coun- 
tryside. 

The idea that the role of government should 
be limited is the central underpinning of Ameri- 
can democracy; it grew out of the rebellion in 
1775 against kingly power and led to the writ- 
ing of a Constitution of limited powers designed 
to protect the freedom and sovereignty of the 
citizen. This was, perhaps, the “old anarchy,” 
under which, fired by individual enterprise in 
a land of opportunity, a group of agricultural 
colonies clustered along the eastern seaboard 
expanded into the most prosperous nation on 
earth. 

Senator Clark’s fears seem rather far-fetched. 
The trend of events has been in the other di- 
rection, toward assumption by government of 
more and more responsibilities. If there is any- 
thing that could be called “anti-Government fix- 
ation” today it is only a small voice in the wil- 
derness protesting against burgeoning federal 
bureaucracy and the tax confiscation of the 
greater part of the fruits of enterprise. In April 


1957 we presented a calculation that if total gov- 
ernment civilian employment continued to ex- 
pand at the same rate as in the preceding 25 
years we would all be working for government 
by the year 2069. 


It is hard to see evidences of the alleged 
shriveling of the share of government in the 
total economy. Such evidences do not appear 
in statistics of government employment, tax rev- 
enues collected, or funds disbursed. As the table 
shows, there has been no lack of spectacular in- 
creases in outlays for social welfare, highways, 
sanitation facilities, jails, and the rest. 


If we are headed for a “new anarchy,” symp- 
toms might be expected to appear in refusals of 
people to pay what they might regard as un- 
conscionable tax levies. It is true there has been 
talk that some $8 billion of income is not re- 
ported for tax purposes; nevertheless the fact 
remains that, with voluntary filing and report- 
ing by tens of millions of individuals and hun- 
dreds of thousands of employers, the Federal 
Government is enjoying a bigger flow of cash 
income than any other government on earth, a 
cool $100 billion a year. If the Federal Govern- 
ment is indeed impoverished, the cause must 
be profligacy of expenditure rather than stingi- 
ness of the citizen. The amazing thing is how 
so much money can be disposed of so fast. 





Late 
Govt. Exp. and GNP Mid-1920’s 1940 1950's 


Fed. cash exp. ($ Dil.) ccccceeensnenn- $2.8 $9.6 $94.8 
State & local govt. exp. ($ bil.)........ 7.7 10.3 48.8 
Gross national product ($ bil.) 97.6 95.6 463.8 
Per cent: Govt. exp. to GNP.......... 10.8% 20.8% 31.0% 


Selected Public Exp. (in millions of dollars) 
Social insurance benefits ws * $1,215 $15,975 
Highway expenditures ....... $1,819 2,177 8,702 
Aid to other transportation... 257 377 1,629 
Public welfare and assistance 161 1,314 3,777 
Police 290 1,769 
Fire protection 203 
Sanitation 312 
Local parks and recreation 153 
Jails & other correctional 68 
Health 84 
Hospitals 347 
Education 2,248 


Other Measures (in millions unless otherwise noted) 
No. of personal income tax returns{ 4. 
Government employment 8 
Educational enrollmentt 80.7 


High school graduates, total no.....n.a. 
College graduates, total no. NA, 
Paved rural roads (miles) 0.5 
National park acreage nnn 9.6 
Visitors to national parks 2.1 
Social security coverage 
as % of paid employment... 0 64.5% 


Public housing units (thousands)... 0 60.9 444.7 























n.a. Not available. * Unavailable on comparable basis but 
minor. + Includes returns of estates and trusts which numbered 
less than one per cent of individual returns in 1940 and 1957. 
¢ Includes public and private schools from elementary to uni- 
versity level. 


Sources: Figures are taken from U.S. Census Bureau’s Surveys 
of Governmental Finances in the United States; U.S. Department 
of Health, Education and Welfare’s Health, Education and Wel- 
fare Trends; and other official publications. 
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No Stinginess Here 


How generous the citizen has been with gov- 
ernment, compared with what he has kept for 
himself, is shown in the chart. There has been 
a 20 times multiplication of the Federal Gov- 
ernment’s cash intake in the past generation. 
Personal disposable income — the money people 
have left after income taxes to support them- 
selves and pay other taxes—is not much more 
than four times the level of 1927. The rise for 
corporate profits (after taxes) would parallel the 
retarded gain for personal disposable income. 


One excuse given for enlarging programs of 
financial assistance from the Federal Govern- 
ment to states and municipalities is that people 
cannot or will not provide the latter with enough 
money. No doubt the weight of federal income 
taxation leads many people to vote against costly 
state and local government projects involving 
still more taxes; nevertheless, state and local 
government income has risen to more than five 
times the level of 1927. 


The Santa Claus School 


It is difficult to see in any figures such as 
these support for the idea that government is 
poverty stricken. Nevertheless, it is a fact of 
record that the Federal Government has had a 
lot of trouble keeping its budget balanced. The 
reason emerges when one looks around at the be- 
wildering variety of spending programs. Wash- 
ington is the natural destination of people and 
local communities wanting money, as it has been 
since the advent of what the late Jesse Jones, 
former RFC chairman, characterized as the “free- 
spending, Santa Claus school of government re- 
formers.” Meanwhile, the purposes for which 
funds are sought have come a long way from the 
emergency relief programs of the 1930's. En- 
couraged by federal help and example, the states 
open their purse strings. Only a few months ago, 
a New York State Supreme Court decision held 
that public housing projects open to individuals 
and families with annual incomes of as much as 
$6,200 to $14,000 were legally entitled to be 
built under New York State’s low-income hous- 
ing program. 

It might be asked on what principle govern- 
ment should subsidize normal living expenses 
for people with incomes double the national av- 
erage. Who but themselves will pay the bill — 
with freight charges to and from Washington 
tacked on. A good deal of manpower gets 
wasted, collecting taxes and doling out bene- 
fits in the paradoxically poverty-stricken affluent 


society. 


STATE AND LOCAL’ 
GOVT. REVENUE 


PERSONAL INCOME * 


' | 
1927 1959 
Comparative Expansion in Federal Cash Receipts, 
State and Local Government Receipts, and Personal 
Disposable Income, 1927 to 1959. 


* After taxes. tf 1958 figure. 





The truth seems to be that we are caught in 
a vicious circle in which people’s abilities to 
take care of their own needs are hampered by 
the burden of taxes. Paying so much in taxes, 
the citizen is tempted to think it only right to 
get something back. Hence the “needs” gov- 
ernment sees for more and bigger subsidy pro- 
grams which in turn require to be financed by 
still higher taxes or inflation. And inflation, hit- 
ting the weak and helpless hardest, creates still 
more “needs.” 


Matter of Tail-Fins 


The preachers of the affluent society doctrine 
are fond of using tail-fins on automobiles as the 
ultimate symbol of unnecessary private extrava- 
gance, They are not so apt to mention the 
wheat bins holding surplus grain for which 
taxpayers have put up more than $8 billion and 
which, converted into bread, would provide 450 
loaves for every man, woman, and child in this 
country. They say nothing about misconceived 
public works projects and the common abuses 
of social welfare programs. On May 16, Budget 
Director Maurice H. Stans found it necessary to- 
revise federal travel regulations to encourage 
more fying by coach or tourist class instead of 
first class by government employes: 


These revisions are issued to call attention to. 
the fact that the use of first-class air travel by 
Government employes far exceeds in proportion its. 
use by the general public, and to urge greater con- 
sideration of less costly facilities. 
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Tail-fins on automobiles are supposed to prove 
that people are foolish in their spending deci- 
sions and cannot be trusted with their own 
money. There are two schools of thought about 
tail-fins but it is quite clear that millions of peo- 
ple have preferred them; otherwise the finned 
vehicle would not be so common. Perhaps the 
surrey with the fringe on top was similarly con- 
demned in the Gay Nineties, as a symbol of 
“conspicuous consumption.” 

Yet it is one of the proud distinguishing 
marks of a classless democratic society that any 
citizen with enough money or credit can have 
a car, suit, dress, or home with some seemingly 
useless ornamentation; he does not have to 
be somebody in an official sense. People work 
hard so that they can enjoy these things and 
be individuals rather than the drones of a master 
state. 

The New York World-Telegram & Sun, on 
May 23, commented editorially on the subject: 

There is much scornful talk of “luxury living,” 
the implication being that people are so stupid 
they throw their money away on gadgets instead 
of essentials. Actually, this national growth has 
been widely spread. The significant effect has been 
to raise millions in America from a level of bare 


subsistence to modest comfort that remains far 
short of luxury. 


Older citizens can remember when the “full 


dinner pail” was an effective political slogan, mean- 
ing the worker should have enough to eat. Today’s 
trade unionist is no “simple working man” to be 
patronized with a few beers at election time. He’s 
a substantial citizen who probably owns his own 
home, auto and TV set, with children in college. 

It seems obvious to us that it would be the 


height of national irresponsibility to trade a sys- 
tem which has worked so well for a Socialist-in- 
spired experiment, especially at a time when the 
early European sponsors of socialism are abandon- 
ing it for free enterprise. 


The author of The Affluent Society has been 
characterized as an iconoclast although nothing 
has become more common and conventional 
than asking government to take over more pow- 
ers and responsibilities from the citizen. It is 
notable that another member of this school of 
thought, Mr. Adlai Stevenson, does pause to 
recognize that: 

Without individual decision and inventiveness, 
without widely dispersed centers of authority and 
responsibility, the social order grows rigid and 
centralized. Spontaneity withers before the killing 
frost of public conformity. Individual citizens with 
all their varied relationships, as parents, neighbors, 
churchgoers, workers, businessmen, are reduced to 
the single loyalties of party and state. 

The School Problem 

Perhaps the most widely used illustration of 

alleged “public poverty” is our school system. 


65 


We are told that while the American people 
drive around in “mauve and cerise, air-condi- 
tioned, power-steered, and power-braked” auto- 
mobiles, their children’s schools are “old and 
overcrowded.” The charge is that the states and 
local communities, which in the United States 
are responsible for education, just haven't been 
doing their job. What is needed, the critics 
say, is federal money for education, with some 
proposals running to $4 billion a year. As a 
speaker at the convention of the American As- 
sociation of School Administrators put it: “The 
Federal Government, that’s where the money is. 
And that’s where the money must come from.” 


No country comes close to rivaling American 
spending on education. Total public and pri- 
vate expenditures for education in the U.S. 
reached $22 billion in 1959, almost triple their 
level 10 years earlier. 

To say that the nation’s schools are “old and 
overcrowded” collides with the fact that the 
states and local communities have built 680,000 
classrooms since World War II, more than half 
the 1,830,000 now in use. The “classroom short- 
age,” supposed to justify federal intervention, 
has been shrinking steadily. Back in 1955 pre- 
dictions were heard that we would be 600,000 
classrooms short by 1958. When 1958 arrived, 
the U.S. Office of Education estimated the short- 
age at 141,900. Although the peak demands for 
high school and college facilities lie ahead, we 
have passed over the hump of elementary school 
enrollments. The job of building to make up 
for the deferral of school construction during 
the war, and the bulge in births immediately 
after the war, is largely past. 

Some educators suggest that the trouble with 
U.S. education is excess emphasis on money 
and too little emphasis on what we are getting 
for the money; excess emphasis on elaborate 
new plant and too many idle hours for existing 
plant; excess emphasis on quantity of education 
and too little on quality. Schools which slight 
subjects with intellectual content in favor of 
“life adjustment” type courses are not going to 
be improved by more money. The problem is 
one of purpose, as Dr. Grayson Kirk, president 
of Columbia University, indicated in January: 
“Our public schools and far too many of our 
colleges have virtually abdicated their functions 
in society because they are content to give their 
students little more than an opportunity to have 
pleasurable social experiences.” Professor Rich- 
ard M. Weaver of the University of Chicago has 
put the same point even more strongly: 


. . . education here today suffers from an unpre- 
cedented amount of aimlessness and confusion. 
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This is not to suggest that education in the United 
States, as compared with other countries, fails to 
command attention and support. In our laws we 
have endorsed it without qualification, and our 
provision for it, despite some claims to the con- 
trary, has been on a lavish scale. But we behold a 
situation in which, as the educational plants be- 
come larger and more finely appointed, what goes 
on in them becomes more diluted, less serious, 
less effective in training mind and character; and 
correspondingly what comes out of them becomes 
less equipped for the rigorous tasks of carrying 
forward an advanced civilization. 


Some Fundamental Issues 

One trouble with the idea of turning our af- 
fairs over to the dictates of wise men sitting in 
government offices is that it clashes with the 
traditional beliefs of our people. The right to be 
different, the right to live according to our own 
lights is rooted too deeply in the American soil 
to be passively given up. The citizen has no rea- 
son to believe that public officials are exempt 
from human frailties. As Mr. Stans, speaking be- 
fore the U.S. Chamber of Commerce, said last 
month: “We must not be charmed by the notion 
that Government is a wiser manager of our eco- 
nomic fortunes than is private enterprise.” 

It is hard to see how political freedom can 
survive if economic freedom is denied. When 
people spend their money they are casting bal- 
lots for what ought to be produced. They all 
make mistakes, as government does in its pro- 
curement, but they may be a bit more careful 
because, after all, the money they are spending 
is their own. Moreover, the mistakes of individ- 
uals are small mistakes, never the billion-dollar 
variety. 

Tens of thousands in graduating classes this 
month, going out into the world, inevitably will 
make mistakes and profit thereby. This is an 
essential part of education, building wise and 
responsible citizens. As we all should know, the 
best remembered lessons are those learned in 
the school of experience. 

Life would get very dull if we had to conform 
to some fixed pattern and deny ourselves the 
precious possessions that distinguish life in the 
free society. Surely, effort would wane and with 
it the means for supporting the vast government 
establishment. 

There are beyond doubt some government 
programs suffering from lack of sufficient funds. 
If this is so, it is hardly because the people 
are too rich, or inadequately taxed, but because 
government is trying to do more things than it 
can handle with real competence. The real point 
at issue is how much farther — if at all — we can 
safely go toward discouraging ‘individual initia- 
tive, self-reliance, and industrious habits. The 


barrage of complaints over inadequate economic 
growth would seem to suggest that we need to 
concern ourselves more, rather than less, with 
the human aspirations that make the economy go. 


Innovation in Treasury Finance 





Questions of Treasury financing procedures 
have become a focus of discussion in the money 
market in recent weeks, following the disclosure 
at the end of March that the Treasury plans a 
new approach to refinancing its public debt ma- 
turities. Under the procedure in effect for many 
years, maturing certificates, notes, and bonds 
have been refunded by offering holders an op- 
portunity to exchange into new securities. Some- 
times a single new security has been offered in 
exchange, though more often holders of matur- 
ing obligations have been given a choice be- 
tween a shorter and a longer-term security so 
as to make exchange more inviting and also to 
lengthen debt maturities so far as people are 
willing to take longer-term securities. But the 
point is that anyone wishing to subscribe for 
the new securities has had to hold the matur- 
ing obligations, to be turned in as payment. 


Under the planned new procedure, the Treas- 
ury as a general practice would pay off matur- 
ing certificates, notes, and bonds in cash, and 
raise the money by offering new securities which 
anyone could buy. Holders of maturing obliga- 
tions would not have any assurance that they 
could get an equivalent amount of new securi- 
ties; they would have to enter subscriptions for 
new issues and take their chances on getting 
the amount they want. 


The Treasury indicated that the new proced- 
ure would be used in the refunding of $6.4 
billion certificates and notes which matured May 
15. However, on April 25 the Treasury dis- 
closed in a special announcement that it would 
use the old technique at least once again. Mar- 
ket experts had warned that, in view of the in- 
complete digestion of the 4 per cent notes issued 
April 14, higher interest rates would have been 
required on a $6.4 billion cash offering than on 
an exchange offering. In the usual way, there- 
fore, the Treasury offered holders of the maturing 
obligations a choice between two new securities: 
one-year 4% per cent certificates of indebtedness 
or five-year 4% per cent notes. As things worked 
out, the traditional technique resulted in a suc- 
cessful refunding, with 90 per cent of the maturi- 
ties being exchanged for the new securities. 


Preventing Another June 1958 


The Treasury has a number of reasons for 
desiring to eliminate automatic exchange privi- 
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leges, or “rights,” for holders of maturing securi- 
ties. Most important, apparently, is a feeling 
that undesirable speculation in Treasury securi- 
ties is more difficult to control in traditional re- 
fundings than it would be in the proposed “cash” 
refundings. 

The most notorious case of speculation in re- 
cent years involved the 2% per cent bonds of 
February 1965 issued in a refunding in June 1958. 
The Treasury had offered holders of $9.6 billion 
note and bond maturities a choice between 11- 
month 1% per cent certificates or six-year eight- 
month 2% per cent bonds. As a result of wide- 
spread expectations that the Federal Reserve 
was going to ease credit further, thus driving 
bond prices higher, most holders of the ma- 
turing securities chose to take the bonds, or 
sold their “rights” to speculators who wanted the 
bonds. The Federal Reserve did not take fur- 
ther actions to ease credit and the result was 
that, when speculators attempted to unload, the 
bond market suffered a collapse. Bonds con- 
tinued to decline as, with rapid recovery of 
business from the 1958 recession, the Federal 
Reserve turned its attention to mopping up ex- 
cess loan funds that had been introduced into 
the market to stimulate credit usage. 


This speculation in bonds, and the aftermath 
of forced liquidation, led the Treasury and the 
Federal Reserve System to undertake a joint 
study of the government securities market. The 
report on the study, published in July 1959, 
mentioned abuses in the use of credit, including 
borrowings by the device of sales of securities 
under contractual agreements to repurchase. U.S. 
securities are exempt from legal margin require- 
ments though bank examiners, under the leader- 
ship of the Comptroller of the Currency, are 
calling banks’ attention to appropriate standards 
in the thought that, by example, lenders on 
U.S. securities generally might come to realize 
the need for some margins as protection against 
market price fluctuations. 


Possible changes in methods of refunding did 
not figure importantly in the joint Treasury- 
Federal Reserve study although it was suggest- 
ed, among other things, that “each investor par- 
ticipating in the exchange of maturing Treasury 
issues for new issues state his equity position in 
those securities in compliance with Treasury 
standards.” 


Treasury officials have pointed out a number 
of reasons why they are better able to control 
lation on cash sales of new securities. In 

e first place, the Treasury can discourage 
speculators by requiring a cash downpayment 
with each subscription, with the size of the 


downpayment required depending on how much 
speculation is apparently present. Second, a 
cash offering permits close control of allotments 
and, for example, discrimination in favor of 
particular classes of investors such as insurance 
companies and pension funds, In the third place, 
when two or more new securities are being is- 
sued, the cash method enables the Treasury to 
set a limit on the amount of each issue. 

A cash sale of new securities can be designed 
to raise an exact amount of funds, in this case the 
amount needed to pay off maturing obligations. 
The method of offering exchange rights to hold- 
ers of the old securities always leaves some per- 
centage unexchanged. This “attrition” normally 
runs about 10 per cent, but on some occasions — 
when money had been tight and the market unre- 
ceptive to the rates offered — as much as a quar- 
ter of the maturing securities had been unex- 
changed and turned in for cash redemption. 
Taking care of attrition requires additional cash 
financing except as the Treasury may have suf- 
ficient surplus revenues in hand. 

Finally, there is the consideration that unso- 
phisticated investors may be more likely to par- 
ticipate in a cash sale of Treasury securities 
than in a traditional-type refunding where they 
would either have to acquire “rights” in the 
form of the maturing securities or pay some 
small premium to buy the new securities in the 
market on a “when-issued basis.” The Treasury 
has indicated that, for various technical book- 
keeping and tax reasons, the new system would 
make it possible or easier for certain types of 
investors such as state retirement funds to par- 
ticipate in refundings, whereas they cannot or 
will not do so now. 


The Other Side of the Coin 


The Treasury's proposal for “cash” refundings 
shows the conscious efforts constantly applied 
to improve management of the $288 billion fed- 
eral debt. Doubtless, much thought was given 
to it before the decision was announced. Cer- 
tainly an imposing list of reasons has been of- 
fered for eliminating “rights” refundings, as 
noted above. Nevertheless, there are some 
rather persuasive contrary arguments. 

For one thing, the removal of “rights” values 
from certificates, notes, and bonds will reduce 
the attractiveness of U.S. security investments. 
The exchange SPY gives the holder an op- 
portunity to extend the investment. The Treas- 
ury, with its floating debt, needs millions of in- 
vestors to hold its obligations; while new in- 
vestors are always welcome, the main part of the 
job is done if the Government makes it as easy 
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and simple as possible for existing creditors to 
renew their loans. 

“Cash” refundings pose some practical prob- 
lems for holders of maturing Treasury obliga- 
tions. To get the new securities in a “cash” re- 
funding, they would have to put up an advance 
cash deposit with their subscriptions —in other 
words, dip into cash balances or borrow in order 
to raise the cash for a deposit. The Treasury's 
ability to vary percentage allotments of new 
securities on “cash” refundings would create a 
further problem. Holders of maturing obliga- 
tions would not know how much of the new issue 
they would get until the Treasury announced 
allotments. They would have to guess the Treas- 
ury’s final allotment and pad subscriptions corre- 
spondingly. 

In the view of dealers who make markets in 
U.S. securities, “cash” refundings in most circum- 
stances would require higher interest costs. For 
this, two main reasons are cited: the incon- 
veniences (cited above) to the existing holder 
of maturing obligations; and the need to attract 
underwriting support for the whole amount of 
the maturity rather than merely for that part 
whose owners do not wish to accept the offered 
exchange. This would involve a higher interest 
rate because of the necessity of having the cash 
offering fully subscribed; some attrition on a 
refunding is normal but undersubscription of a 
cash offering would be a serious matter. 

A major advantage cited for “cash” refundings 
is that they would permit the Treasury to set 
the size of each of two or more new issues that 
might be offered to take care of maturities. But 
this would give up a unique advantage of 
the customary “rights” type refunding which 
permits the market to take as much of each is- 
sue as it wants. In other words, it spares the 
Treasury the difficult task of assessing the real 
investment demand for each of two or three se- 
curities. To be sure, it also opens up the possi- 
bility of over-issue when a speculative follow- 
ing develops, such as occurred in the case of the 
256s. How much the over-issue of 2%s contribut- 
ed to the subsequent collapse of the bond mar- 
ket is not easy to assess; as the Treasury-Federal 
Reserve joint study concluded, the bond market 
was ripe for a decline anyway. But one thing is 
clear: with the 2%s the Treasury raised money 
economically and lengthened the debt. The $7 
billion obtained for nearly seven years on the 
25es, however sad for the buyer, was a brilliant 
stroke from the standpoint of the taxpayer. 

The surest way to deal with speculation for 
a rise in U.S. bonds is not to limit offerings but 
to open up and enlarge existing issues as market 


demands appear. Nothing can cool speculative 
enthusiasm faster—nor encourage genuine in- 
vestment interest more —than knowledge that 
the Treasury will offer more if the demand is 
there. No speculation developed in the Treasury's 
recent offering of 15-25 year 4% per cent bonds, 
in which the Treasury announced it hoped to 
sell $500 million but might accept up to $15 
billion if sufficient subscriptions should be re- 
ceived. The $370 million result was disappoint- 
ing but not too surprising; the rate of 4% per 
cent, which is the most the Treasury is allowed 
to pay under existing law, was demonstrably a 
shade too low to raise the amount of funds de- 
sired. The bonds are still trading at a discount. 
Nevertheless, there is no question but that the 
bulk of the 4%s went “in the box,” for long-term 
investment. 


When all the pros and cons are weighed, the 
conclusion — that the Treasury, while 
maintaining freedom and flexibility to adjust to 
unusual situations, should, as a general rule, 
favor exchange offerings because of the econo- 
mies they afford in interest costs and work im- 
posed on the market. 


Is World Inflation Over? 


Will the decade ahead be marked by persistent 
and seemingly uncontrollable inflationary pres- 
sures or are forces making for inflation now 
on the wane? 


The distinguished Swedish economist, Dr. 
Per Jacobsson, ventured as far back as last Sep- 
tember the opinion that “in all likelihood, world 
inflation is over.” He has repeated this belief on 
other occasions, notably in an address before 
the United Nations Economic and Social Council 
two months ago. His views carry uncommon 
authority not only because he is the able Man- 
aging Director of the International Monetary 
Fund, but also because he was among the first, 
after World War II, to call into question the 
inflationary cheap money policies then at the 
height of their vogue. 


As early as 1946, Per Jacobsson, then the 
Economic Advisor of the Bank for International 
Settlements, together with Dr. W. Randolph 
Burgess, who was then Vice-Chairman of The 
National City Bank of New York, prepared a 
memorandum on postwar monetary problems 
and policies for the International Chamber of 
Commerce. The memorandum, which was pub- 
lished at the time, stressed two thoughts that 
were to influence deeply — although somewhat 
belatedly — monetary and fiscal policies during 
the postwar years. 
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Inflation has most often been “the result of 
deficit spending” financed “the easy way” by 
creating money: 

The best line of conduct to safeguard against 
inflation is, therefore, to balance the national bud- 
get in such a way that whatever outlay is not cov- 


ered by current receipts can be met by borrowing 
out of the genuine savings of the public. 


The second recommendation was to return to 
flexible monetary policies. What this meant at 
the time can best be understood if we recall that 
interest rates in New York, London, and other 
markets had been pinned down below 1 per cent 
on short-term money and 8 per cent in the long- 
term market, and rigidly maintained at the cost 
of continuously inflating the money supply. 


If the present level [of interest rates] were to 
be perpetuated without any movement at all, not 
only would this mean forfeiting one of the instru- 
ments which have proved useful in the past for 
influencing economic developments, but a volun- 
tary discard of all flexibility in this field might 
occasion a loss of freedom and flexibility in other 
fields also, and that at a time when an increase 
in flexibility is badly needed throughout economic 
life. 

While rates naturally should be such as best 
serve the interests of society, it can hardly be pro- 
posed to put economic life into a strait jacket in 
order to preserve any given interest level. 


Dr. Jacobsson’s views have been fully vindi- 


cated by subsequent trends and developments, 
here as well as abroad. In the United States, the 
% per cent peg on 91-day Treasury bills was 
lifted in 1947 and 2% per cent Treasury bonds 


were allowed to decline below par after the 
Treasury-Federal Reserve accord of March 1951. 
These moves were made when it became gen- 
erally recognized that the alternative was a 
strait jacket of price and other controls unac- 
ceptable to the people. Sooner or later, other 
countries, socialist and capitalist alike, recog- 
nized the need to stop making their central banks 
of issue engines of inflation. 


Signs of Subsiding Inflation 

To support his view that world inflation 
may well be over, Dr. Jacobsson points out, 
first of all, that people in many countries have 
“more confidence in money than existed only a 
few years ago.” The desire to hedge against in- 
flation has thus “distinctly weakened.” Stock 
market declines in the United States as well as in 
Europe and elsewhere during the opening months 
of 1960 are “certainly not unconnected with the 
growing disbelief in continued inflation.” 

Resistance to cost and price increases is greater 
than it was only a few years ago. “Some prices 
may still be rising, but for not a few goods prices 
are declining in many parts of the world, espe- 


cially if improvements in quality are taken into 
account.” Output and viata have —< 
increased and competition has sharpened wi 
the regeneration of industry in Western Europe 
and Japan. 

American aid has been invaluable to these 
countries but their competitive force would 
never have been felt in world markets save 
for internal financial discipline, encouragements 
to private enterprise, and willingness of people 
to work hard and support themselves. We have 
seen how concern over foreign competition has 
increased the resistance of American employers 
to excessive wage increases while at the same 
time spurring their efforts to improve produc- 
tivity with better machinery and techniques. 


Dr. Jacobsson points out that, despite record 
industrial production in the United States and 
Europe, prices of raw materials have remained 
fairly stable; prices of foodstuffs have actually 
fallen. Commodity supplies are plentiful. 


Finally, now that the excessive liquidity in- 
herited from the war has been absorbed, credit 
policies have become more effective. Moreover, 

efforts are being made in a great many countries 

to reduce budget deficits and, in some countries, 
to aim at a budget surplus — measures which, to- 
gether with more cautious credit policies, are the 
proper measures in a boom. This being the general 
picture, it is hard to see how there could be such 

a change in demand and supply conditions that 

would cause any appreciable rise in prices on 

world markets. 


There has undoubtedly been a marked im- 
provement in the world’s monetary picture. Con- 
ditions may well be more favorable now than at 
any other time since the war to reap the benefits 
of economic expansion combined with reasonable 
monetary stability. Yet, Dr. Jacobsson’s dictum 
that inflation may be over gives rise to many 
searching questions. 


Anatomy of the U.S. Price Structure 


In the United States, the general price level is 
stable and current business expansion is healthy. 
The absence of inflationary fever and of excessive 
inventory accumulation gives promise of a more 
enduring prosperity. Rebalancing the federal 
budget, and restraint on money and credit, have 
played vital parts in achieving these conditions. 

Questions arise when we look, as it were, 
within price indexes. The flattening out in the 
cost of living, or consumer prices, from 1952 to 
1955 was aided by a downward drift in retail 
prices of food and other commodities entering 
into the cost of living. At the same time, the cost 
of services continued to rise — albeit at a slightly 
reduced rate after 1953. After two years of re- 
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newed rise, 1956-58, food prices again retreated 
last year, with the result that the increase in the 
total consumer price index was limited. Retail 
prices of commodities other than food have 
tended to advance ever since 1955, —- 
much more moderately, it is true, than during the 
immediate postwar years, when controls were 
being removed, or during the early Korean War 
period. The fact that the consumer price index 
increased only 0.9 per cent from 1958 to 1959 
may be a source of some satisfaction though 
the upward direction of pressure is still apparent 
and is becoming more so with another upturn 
in food prices. 
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U.S. Prices and Costs, 1945-1959 


Annual Averages (1945 = 100) 
(Ratio scale to show proportionate changes) 


When one looks into the composition of the 
wholesale price index (middle section of the 
chart), a slow rising drift appears in commodities 
other than farm products and food. It is true that 
the Bureau of Labor Statistics’ wholesale price 
index today is only a few points above the peak 





touched during the Korean War period, but it 
is probably too much to expect falling farm prices 
to continue to compensate for the upward pres- 
sure exerted by nonagricultural commodities. 
The bottom section of the chart shows even 
more dramatically the opposing forces in the 
price structure. The Bureau of Labor Statis- 
tics’ index of 22 internationally-traded basic com- 
modities stands far below its Korean War peak. 
In contrast, increased employment costs — crude- 
ly measured in the chart by average hourly 
earnings in manufacturing — force a rise in prices 
unless ways are found to reduce costs through 
additional capital investment in labor - saving 
equipment or through better management. 


The Pulse of Inflation Abroad 
In most European countries, Canada, and 
Japan, recent experience has been quite similar 
to that of the United States: a continuiag, 
though modest, rise in the cost of living. Else- 
where, however, the increases have been more 
pronounced. 


Dr. Jacobsson has not, of course, suggested 
that prices have stopped rising everywhere. 
There will always be countries that will relapse 
into inflation. What matters is the over-all trend. 
Clearly, there has, of late, been an undeniable 
basic improvement in monetary conditions. 

Nevertheless, there is still cause for concern. 
In the United Kingdom, consumer prices were 
stable last year; but, in the view of the National 
Institute of Economic and Social Research, “the 
long-term problem of rising home costs, which 
was temporarily submerged by the fall in import 
prices in 1958 and by the large rise in produc- 
tivity associated with recovery last year, seems 
bound to re-emerge. . . . A price rise of 1 or 
2 per cent seems most likely on present pros- 
pects” during 1960. 

In France, where the government budgetary 
deficit was drastically reduced a year and a half 
ago as part of a comprehensive stabilization 
program, the cost of living increased 4 per cent 
during the year ended March 1960. The annual 
report of the Bank of France, just issued, states 
that the French economy seems finally to have 
found a new equilibrium, but it adds that the 
success achieved so far remains insecure. Ger- 
many had a cost-of-living rise of 8.5 per cent 
over the year ended February, largely because 
of higher food prices. 

Voices are not lacking to ask whether price 
increases of 1, 2 or 3 per cent a year matter very 
much. But even 2 per cent means that a cur- 
rency loses half its value in thirty five years. Be- 
sides, the danger lurks that the rise may acceler- 
ate. 
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Built-In Inflationary Biases 


We inust reckon with deeply-rooted inflation- 
ary biases in our economic systems. People are 
more eager to spend than to save; they seek 
to gain for themselves higher incomes than 
are justified by their own output and produc- 
tivity; they try to consume more than they pro- 
duce. A nation living beyond its means indulges 
excessive imperts, draws exportable goods into 
domestic markets, and finds domestic costs and 
prices pushing upward. 

As the postwar record shows, upward pres- 
sures of costs communicate themselves to up- 
ward pressures on prices. In none of the three 
business recessions during the past decade has 
the American cost of living receded appreciably. 
In Europe, where business has expanded almost 
without interruption, upward pressures have 
also been unmistakably evident. 


In economies that are always close to a posi- 
tion of practically full employment, the margin 
for expansion without upsetting price stability is 
very limited. Thus, the British Chancellor of the 
Exchequer, while granting that Britain still has 
“some unused capacity in particular industries, 
and particular places,” warned in April against 
“dangers that the expansionary forces already 
in the economy could lead to overloading.” 

Governments keep extending their own claims 
on economic resources. Here, the combined ex- 
penditures of federal, state, and local govern- 
ments are up to 30 per cent of the nation’s total 
output. In Europe, such expenditures are some- 
times as much as 85 per cent of the gross na- 
tional product. 

Demands for enlarged government spending 
are frequently made at a time when caution is 
in order. The Council of the German Bundesbank 
recently made public a resolution expressing its 
concern with “the tendency toward steadily, in 
part substantially, rising expenditures” of the fed- 
eral, state, and local governments at a time when 
“a strong growth of demand .. . in many cases 
exceeds the capacity of the economy.” Germany, 
which had budgetary surpluses for a number of 
years, now has a sizable deficit. 

Still another factor that tends to overstrain 
available resources is the vocal demand of the 
less-developed nations for faster economic ad- 
vance. In the face of the vast requirements of 
their own economies for capital, the United 
States and Western Europe are called upon to 
— growing amounts of funds to speed the 

evelopment of the poorer nations; this taxes 
even more severely their capacity to save. 

Powerful forces thus press in from all sides 
to increase demands on strained resources even 


at the cost of releasing inflationary pressures 
all over again. 


Battle Still Being Fought 

While there is no certainty that inflation has 
ceased to be a long-range problem, there is much 
encouragement in the growing vigor and de- 
termination with which the battle against in- 
flation is being fought. 

There is today a growing realization b - 
ple at large that ot : to be pote hon 
inflation. As Dr. Jacobsson so rightly stresses, in 
countries “where prices have not been so stable, 
people have begun to feel that they have had 
enough of inflation, and the authorities in these 
countries can now count on much greater popu- 
lar support for their efforts to resist inflationary 

ressures, even when rather harsh measures 
ve to be taken.” 


In country after country, monetary policies 
have lately been tightened — even though, as a 
rule, to only a moderate extent. Monetary policy 
alone cannot, of course, bear the burden of 
anti-inflationary action; the battle must be fought 
on a much wider front—and in depth. Above 
all, sensible fiscal policies and resistance to wage 
and price increases are crucial. 


Another cause for encouragement is the grow- 
ing acceptance of the discipline of the balance of 
payments. In the world of the 1960's in which 
many currencies have become convertible for 
most practical purposes and may well become 
fully convertible, no country can allow its costs 
to get out of line with those of its competitors. 
From now on, in Dr. Jacobsson’s words, 

any individual country that embarks upon inflation 
will do so at much greater risk, for gone are the 
days when any one country that inflated might 
hope to be saved by inflation elsewhere. Any coun- 
try which today permits the price level to go on 
rising will be exposed to balance of payments diffi- 
culties, and also before long, as its competitive 
power declines, to a deterioration in its employ- 
ment situation. There has been a growing realiza- 
tion of such dangers, and in more than one coun- 
try, the possibility of such untoward developments 
has been cited as an argument in favor of more 
cautious fiscal and credit policies. 

The Free World may thus be approaching a 
stage where the need for monetary discipline in 
pe country is being reinforced by competitive 

essures from other nations for improved pro- 

uctivity, lower costs, attractive prices, and in- 
terest rates in line with those in other principal 
markets.* To learn how to grow without simul- 
taneously merge ne urchasing power of the 
currency to be whittled away bit-by-bit has be- 
come an urgent task for free dynamic economies. 


*See “Interest Rates and the U.S. Gold Reserve” in the May 
1960 issue of this Letter. 
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